
in the Godv1~ Report (pa,. 48-FN 3) that,

·Supportin, evidence for low incidence of turnov.r at

TELCO relative to national averaCe can be ••en by the

hi&her avera,e ace and. put .ervice of TELCO • .-ploy...

relative to avera,e a.e and. .ervice of national working

population. •

Tba point hare 18 not that thare have beaa ·historical

pattarna of lonc.r .ervice 11fa and hiahar a~rale ale for

TILCO e.,loyee.,· but rathar that the currept ale/..rvice

characteri.tic. of TELCO (a.e - 41.6 / .arvice - 16.6, u of

1/1/91) provide evidence of low ew:novar rate. (i. e. lml
qampyer net. in the put prgd"£ed the current ~Iraphic

..aU'p of the 11'0\&1»). lacent dowMizina could not hne

contributed. to prod.uc1na the.e a.e/.ervice characteri.tic.

beca"",e recent .taff reductloNi MIOIlI the LlC. vere ~

accc.pl1.hed throup layoff. MIOna tha YOUlller .hort-.ervice

.-ployee. prior to 1991.

WhUe the above concept 1. vell known -.on. profe..lonal

actuari•• , we have p.rfo~d .~ additional analy.i. and

provided a _re detailed explanation below, which .hould

.... our point .a.evbat clearer.

!be ~ra.e ale and ••rvice of aD ..,loye. Iroup 11 not a

.blple fUDCtion of withdrawal rate., but hlper withdrawal

vill leMraUy p"",h down a~rale•. J

2 n..r.:t dill 01. P"P"'ericw wiD.. • iI...u1y.-........ iI oIMoaa.
It -=- _ be dill eII'ec:c 0ClCWW ia • :="'1'" .,.......... Aa~poup
..aiM froID .., ., "MIl .st'~. wIIicIa Gill to..-&itJ ia tIII,...a
paP" 'dOL.I'"~ .. powda of" Ina. '0 c,a. aD aSIc& till ....."Iwn,e...01..,. I b. wIUdl...... b CCAIIIIJI- to ia",...a P"P'letjm.
s-. till CIku'JItiaee for TELCO ........ c.a vwy ,. paIIPI. till VIriIIiclaI ill
powda of &n.~ bide till eft'ed of widldrawl1l.
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Calculatio~ were performed to test the hypothesis that the

-T. / T2- choice of withdrawal tabl.. wa. co~htent with the

ob.erved differentials between average age and average

service of TELCO compared to the nation a. a whole. With

hire age and retire..nt age a. par..eters for calculating

the average age and average service of stationary

populations r..ulting fro. T2 • T•• and T.. ba.ed upon all

retire..nt. at a given retire..nt age and all hires at a

given hire age, the table in Appendix I clearly indicate.

difference. that are not only conai.tent with the re.ults

shown in the Godwins Report. but in fact sUliest that the

difference. in turnover rate. between TELCO and the rest of

the U.S. working population ..y be even greater than T·2

versu.a T·6.

For ex-.ple. if one were to look at a cOllpany that hire. new

ellployee. at an avera,e age of 27. that experience. turnover

rate. equal to T-2, and retir...nt. at age 62 (a .ituation

not unUke nLCO). one would find that after this company

..cure. it can expect to have an elrployee population with an

avera,e age of 41.54, and an avera,e pa.t .ervice of 14.54

year.. If, instead, turnover rate. equal to T-6 were

appUed, the avera,e a,e and .ervice of the population would

be 31.80 and 11.80, re.pectively. Thi. theoretical

d1fference. between populationa .ubject to T-6 and T-2, i.

actually le.. than the ob.erved differenee. in a,e/.ervice

characteri.tic. betwaen nLCO and the non-TELCO fira. (sea

pale 47 of the Godwins Report). While TELCO and the re.t of

the GNP have different retire..nt patterna, it can ba .een

fro. the table that difference. in average ratire..nt age.

have only a ainor illpact on the b..ic re.ult.

Finally. it .hould be noted that the .enaitivity analysis

perforaed by Godwi~ i.'aore than .ufficient to allow for

any potential understate..nt of TELCO'. turnoVer rate.. On

~lIIlqlll[l('r...----------------------- dJ'tlwins -----



pale. 34 and 35 of the Godwins Report, it i. shown that even

if the saae turnover rates were uaed for both TELCO and the

r ••~ of the working population, the rela~ive impact of SFAS

106 on GNP. cOllpared to TELCO, would only increase froll

28.3' to 34.6'. AA noted on page 40 of the Godwins Report,

overall re.ults are shown ualng value. for this relative

t.pact, ranging froll 17,8' to 44.S•.

·15·____---------------~wins--- ...



C. Accur'cy lAd "ll.bl1lty of ',.ultl

There ..,ere two objectioM raised ..,ith respect to th' overall accuracy and

reliabiliey of the GodviM finding. that labor co.ts of non-LEC firms sponsoring

retir•••edical plan• ..,ill incr•••• 3.19' ••• relult of SFAS 106.

AT'T Copt.pclqp 
(pp. 9 - 10)

allpon.. .

-Th. re.ults of the Goclvlna Study dep.nci on ch. c.lcul.tion
that the .doption of SFAS 106 will iner.al. labor COlt. by
3' for fira. lncurrinl aPII exp.nae.. Th. 3' .Itiaat. is
deriv.d UlLnl nu.troUi factor., .ach lubj.ct to .rror .s
not.d in Godvina' section on ••naitivity of r ••ult. (pp. 34
43). Th. cUIIUlat1v. illpact of r.uonab1. variationa 1n .ach
factor r.nder. the 3' •• t1aat••u.p.ct.-

It is precis.ly ch. Slnaitiviey &DAly.is ref.rred to by AT&T

that 11v'l ut Ire.t confidence in ch. robu.tn.l. of the

botto. lint r'lult. In the .xtr...ly unlikely ev.nt that

the actual iner.... in labor COle. is .1 hlah .. 5,

(.xtre..ly unlikely, b.caut••uch a relult would require

that virtually AU of the factorl for which uncertainty

.xhe.J hlv, b••n aax1.a&Uy under.tat.d)· th.n the total

.-Dunt of unr.cov.r.d SFAS 106 cOltl 11 r.cluc.d by • air.

12' (fro. 84.8\ to 74.7\ II .hovn on pal' 41 of the Godvins

leucly) . Thu., th.re can b. Httl. doubt al to the .ol1dity

of the r'lultl, and the C~illion can b. quit. eonfidtnt

chat any unc.rtainty in ch. buie r.lultl of the actuari.l

111&1,81.1 will not have a dplficant .ff.ct on the final

reault.

3 SIt pp. 34-37 of..Oodwiaa lllady.

4 Ia fa. ".. C8IW to be c:aIM'WIive ia ......... tlIdon to~ dill eM iJapIct
of SPAS 106 a. GNP-PI if _ydUq. cww 'Ired SIt. far M·...... eM roDowiq ia tbe
Oodwiu bport:

• Cllnel " of~ Idj.......... (pqI19)
• a.ie au~ (pqI34)
• A~ -.-a ... far DOD-LECa (pile 35)
• Dia::uIIiaa of IMor COIl~ IdjUIQIWM <PIa- 36-31)
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lIC1 CgpttpS; iem .
(Pag. 2~)

, ..pon...

-In no plac. within the study is th.re an attempt to verify
the costs of SFAS 106 to non-LEC firms.-

-Th. 3.19\ increase in labor costs to non-LEC firms
providing OPEB does not square with other estiaates of the
SFAS 106 costs..... This aJIOUIlt is only 40' of the
.Iti..te. by Warsh.wlky (in Pp.;r.'ir...nt H••lth B.ntfit
P11Ds: Cp.t. and Liabi1iti.s for Priy.t. E8ploy.r., No. 76
Finane. and Econoaics Discu.lion s.ri•• , Division of
a.••••rch and St.tistics, Division of Konet.ry Affairs.
F.deral a.•••rv. Board, Wa.hinlton, D.C., Jua. 1989).-

Kel'. cont.ntion i. a gro•• ai.r.pr•••ne.eion of the facts.

It i. true that in the r.f.r.nc.d .rticl. W.r.h.w.ky do••

••ti..t. th.t, b•••d on 1988 dat•• the allr.lat. incr•••• in

r.tir....dic.l exp.ns. due to the introduction of SPAS 106

vould b. IIUch hiJb.r than the 3.19' ••ti..ted by Goc:lvins.

Hov.v.r, de.pit. the fact th.t W.rshav.ky is a v.ll tr.ined

.conoai.t and cl••rly undertook hi. r ••••rch in a

r ••ponsible ..nn.r. MCI h.. ut1liz.d the re.ult. of that

re•••rch irr••ponsibly. Sp.cific.lly, the followingllUSt b.

noted:

(1) W.rsh.w.ky h1.al.lf now r.copliz•• th.e his original

••t1aae. v.. unr••li.tic.lly hiah, and b. b••

• 1anificantly r.duc.d thi•••t1aat. in bi• .o.e r.cent

analy.is •

(2) Iwn W.rshawlky'l r.vil.d ••tillat. is sianiflc.ntly

bi&h.r than oeh.r .lIr.lae. ..tiaae.. produc.d by the

GN1' and DR.I' for the .... tiM p.r10d. De.pite this,

6 a-.l ACCO'eciq Offtce. Hu-. a-.rc. DiviIiaa.-~ _fitl: Compmiel' ItItine
H_1Il Uabilitiel1Mte. MvIDCI FUDdiq CoIdy, - J.. 1_. OA0IHIU).I9-51.

7 EIapIo,.e a-fit It.-rdllMticute. -..sad Treadl iD ....HellIIl X-..._fi"-, u
Brief No. 84. Ncw.aber 1911.
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MCI selected Warshawsky's earlier estimate and chose to

ignore both Warshaw.ky' I revision and other lower

e.timates. The.e ocher estimates are quite consistent

with the Godwins .stimate, and are fully enco.-pa..ed by

the sensitivity analy.i. included in the Godwins

Report.

(3) War.haw.ky'. revi.ed e.ttaAte i. it.elf too high

because h1l a"U8ptiona resardina plan prov1l,ions,

actuarial a••uaptiona, aDd dellOgraphic. were vrong.

The.e erroneous a"U8ptiona are described in greater

detail below.

(4) E.ttaAt.. produced by War'Mv,lcy, a. well a. che GAO

and lIlI, are all ba.ed on 1988 plan provisions. The

Goclvins e.timate 11 IIOre accurate because it 11 b..ed

on 1990 plan provi.ions, which are .are up-to-date.

Each of the.e point. i. di.cus.ed in greater detail below.

In the saterial referred to by MCI, W.r.haw.ky e.tiaated that a..regate

SFAS 106 co.t. in 1988 dollar. would have been $67.9 billion, while ·pay

a.-you-So· co.t. vera $14.5 billion. Thi. net incr•••• in co.t. of $53.4

billion translate. to .pproxtaAtely 6.82t of 1988 total c08pensatiori' for

covered -.ploye... and directly corre.ponda to the Goc!vins e.timate of

3.l9t.

• 19. Teal ec.,. Erina far U.S. WOIUn WII S2921.3 biWm. *'n ia dill NO¥IDer. 1991
s.wy of eun.a p.aej_. CIa dill GAO 1IIIdy. 26.'. of III wort.M .. coY" by piau
IIIbjec:t 10 SFAS 106 (_ 21 of dill 00dwmI~). n.... 1'lCOIdiDI to WItIbawIky,
Idditioaal SFAS 106 COllI 53." + (2921.3 X .261) - 6.12_ of ONIF sttioD.
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W.rsh.wlky now r ••liz.s th.t his ••rlier •• timat. v•• b••ed on an erroneous

d• .ographic makeup of the total covered population (for .xample, the ratio

of activ. employe•• to retirees used v•• 3.8 to 1, which is far low.r th.n

for the typic.l comp.n~). In hi. r.c.nt book (Th. Unc.rt.in Proai•• of

BtUr.. H.alth 8.n.fit'. the All Prell 1992), W.rsh.w.ky revis.. hit

estimate of a&lr.c.t. 1988 SFAS 106 accru.d liability and .xp.nse downward

by 25' and 12'. r.lp.ctiv.ly. In this new study. the a&lr.s.t••stimat. of

SFAS 106 .xp.na. b.co..s $5S.9 billion. whil. ·p.y·•• ·you·So· CO.tl ar.

r.duced to $11.3 billion. Thus the n.t incr•••• due to SlAB 106 of $47.6

billion now tr.nal.t•• to .n incr•••• of 6.0S' of c~ena.tion. AI shown

in it.a (3) below, .ven this •• timat. i. unr••listic.lly hieb. due to the

incorrect a••uaptiona th.t W.rsh.wsky r.li•• on.

(2) Warsh~sky's revi.ed e.ti~te is significancly hi,ner eh&n other e.timate.

of a"re.ace SFAS 106 co.t•.

Both the GAO and !laI produc.d ••timat•• of SlAB 106 li.biliti•• , b•••d on

1988 dat., chat can be dir.ctly c~.red to that produc.d by W.r.haw.ky.

W.rshawlky', r.yi••d ••tiaat. of $332.1 billion i., in fact, 50' hieb.r

chan the GAO .ltiJlate of $221.0 billion, and 34' hi&h.r than ERl' s

••timat. of $247.0 billion. Whil. neither the GAO nor Dl.l .xplicitly

c.lcul.t.d the incr.... in .lIr.sate annual .xpenae •• • r ••ult of SlAB

106, their li.bility ••tiaat•• translate to incr....1 of 4.05'- and 4.52'u

of cOllpena.tion, r ••pectiv.ly., Both of the.e v.lue••r. vell within the

r.ns. of value. \lied in the .enaitlvity .naly.is perfoE'll8d by Godvina.

Pac. 41 of theGodwlna Report ill\lltrat.. r.lultl •••uaing the a&lr.sat.

incr.... in co.t. clue to SlAB 106 rans. fro. 2' to 5' of total cOIlp.naation

of cover.d .-ploy.... Even at the v.ry hi&h v.lue of 5' (hl&h b.caus. thb

9 S. .... 47 of till 00dwiDI1tIport.

10 221 + 332.1 x 6.01. - 4.05

11 247 + 332.1 x 6.01. - 4.52
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value, in addition to b.ing materially higher than both the GAO and £BRI

e.timat.a, would al.o r.quir. that virtually all the factor. outlin.d on

pages 34-37 of the Godvi~ Report to have been maximally underestimated),

the percentage of TELCO's SFAS 106 coats that are not recovered, through

the GNp·PI incr•••• and wage rate reduction. is only reduced from 84.8' to

74.7'.

(3) Warsh~.ky's r.vi.ed e.eimate i. too hi,n due to incorrect ...umptions.

In car.fully r.vi.winl the ..thodololY .8ploy.d by ~ar.hav.ky, it b.co.es

quit. cl.ar why h. arriv•••t allr.l.t. coat ••tt.&t•• that .r. 10 much

high.r than the GAO and the EDI ..tiJlat•• , •• v.ll a. the Godvi~

••timat.. St.ply put, the ..thodololY .8ploy.d by ~arahavsky utU1z••

a••Ullptions relardinl pl.n provisIons, the de.clr.phic profU. of the

cov.r.d population, and actuarial •••Ullptions to b. us.d by co.,ani•• to

calculat. SFAS 106 .xp.ns., that ar. de80nstr.bly wronl. Sp.cifically, in

.ltiaatInl the SFAS 106 .ccrued liability, ~ar.haw.ky:

Aa.u.a. a -r.a.onably I.n.rous h••lth pl.n with lov deductibl•• and

co-p.YMnts' for &1l c08p.n1e. (PI. 92). A IlUltituda of surv.y. (see,

for .x.-pl., 8t.lth Car. for &ttir.d "Plgy••• by latty Kalroy Stagg,

Th. Conf.r.nc. Board R••••rch Bull.tin No. 202, 1987) de.cnstr.t. th.t

thb 15 .illply not the ca... Many c08pani•• in fact provide quit. a

bit 1••• dbaD -r.a.onably I.n.rous' benefit•. a In f.ct, usinl data

not avanable to ~.r.hav.kyI the Goclvins BLI MthodololY wa. dev.loped

to apecifically isolate the variation of 'Ieneroaity' a.cng c08paniu'

retiree ..dical plana.

12 s..... 7 of 1M c.a.lln8cl1oMI~ cited Ibow ......9-11 ofd» Hmig ,'=ri'" 1990
Symy of BE. Melie' 1n6ra.
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As.~. lifee1.. coverage for both the retiree and hi••pou.e, for III
c~anies. 'nlb 11 clearly unrealiltic, and contradicted by the

Conference aoard ..terial referenced above. D

As.uae. all active e~loyee. beco.. eligible for full benefit. at age

55. 'nli. also is contradicted by the studies referred to above. M

~su.e. mortaliey at 83 QAMM rate. while aany ca.panie. continue to

as.u.e higher mortality rate•.

Utilize. a l' .pread beeween the discount rate and ..dical trend rate

cpwbin.d with a 4' per year aging factor.

~.U8t. a reeire..nt age of 62.5, in contrast with the evidence of

average retire..nt age. beeween 63.5 and 64, as shown on pa.e 35 of

the Godvi~ Report.

Strong evidence that Warshawsky'. actuarial "sU8ptiona as to trend and

mortaliey re.ult in unrealistically hilh SFAS 106 costs can ba seen fro.

the fact that the LEC. Wled INCh 1sDrI.x cost "sU8ptiona to calculate~

SFAS 106 costs. In fact, only 2 out of the 11 LEC. on whoa data was

collected Wled tha 83 GAM table for their SFAS 106 calculations, and the

average spread beeween the di.count rate and the ultiaate trend rate for

the LEC,' SFAS 106 calculationa i, 2.571. Thi. i. particularly c~elling,

given the fact that the respondent. to the LlC,' f11inS' with the

Co.-i.sion have iadicated that they believe that the ..,u.ptiona Wled by

the LEe, gytntate their SFAS 106 accruah.,

13 See pIllS 7-1 of"~ loud report.

IS n. 1983 GAM IIIDttality tIbIe it tMlDOII (IoMI& dIIda nMI) c:ur..sy .. for J*a8iOD
valUltiODl ill die Uaited StIMI. WbiJe it WII puNi by" SociIIy 01 AcGllliII ia OctobIr, 1983,
it IIi11 hIa DOt b.- uaiv..uy adopced by -.roUtd IdUIrieI for dIIir ........ vaIuatiODI.
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In addition to the proble.a cited above, Warshawsky also assuaes that the

dellOgraphic profile of the entire covered population h a -reasonably

mAture and stable group· which is ·typical of aany larg~ co~anies.· While

Warshavsky does not diaclose the specific age and service characteristics

of this group, ba.ed on his state..nts ve ~t assuae that it is older and

has longer service than the average covered group. (Note that the GAO

survey*' reports that a very significant nu.ber ot retiree _dical progr...

are sponaored by co~anies with le•• than 500 e~loyee •. ) Iy utiliZing a

daacgraphic profile of such ase/service curacteri.tic., Warahaws)cy is

undoubtedly overstating allregate coat. atill turther.

(4) All ehre•••eiJuee. (lIar.IYv.Icy. GAO MJd E.RI) are ba••d on oue-oi-daee

daea.

After rejecting Warshawsky's eati..ee due to the serioue proble.. noted

above, th.re still re..ina the question of why the GAO and !laI e.tiaate.

are both slightly higher than the Godvina e.t1aate of allregate SFAS 106

coata. the s1Jlple explanation for this 1a that retiree _dical plana have

cunsed substantially, betw.en the tiM the clata va. gathered for the three

e.t1aates noted above (1988), and the tiM period for which plan provision

clata va. collected tor the Godvina aeudy (1990). In fact, according to the

Heyitt AI.ociate. 1990 SurDY of "dre. M.dical kMflts, 70' of all

surveyed co~anle. changed their retiree ..dical pl&n8 in 1988 or 1989.

thus, the Godvina e.tlaate IN8t be resardad a. acre accurate becauee it

use. acre recent infor.ation.

16 0 m' Ac CMi-" 0fIIca, EaIpIo,. a-ft....~ of CoaIpen;.' btirw Healdl CoY..,.,.
GA~""I990.
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SECTION III

"'POBSE TO OIJlCTIONS BlGAlPIIC IlClOECONOIIC ARALISIS

A. l.thodo10lT Ind Choic. of Iod.1

MCI and AT&T rais. thr•• qu•• tlons Ibout th. choic. of a ..cro.conoaic Jaod.1 Ind

Its u.. In ••ti..ting the Impact of SrAS 106 on GNP-PI.

ICI Copt'Dt lop .
(Pig. 31)

'.spon.. -

XCI Coptn". 
(Pag. 32)

·Such I 11I9de1 , In It. final fo~, 18 nothing IIIOre t1\&n a
aoeewhat advanc.d spreadsh••t IIIOdel. 'nih cannot b.
vi.w.d as an obj.ctiv. for.caatina tool, but rath.r a. a
..ans to 1.gitLaiz. ov.rly at.pll.tic calculations.·

Iy caUing th. Gocivins IIIOdel a ".o_what advanc.d

apr.adsh•• t model", Mel ..11\8 that the IIIOd.l is us.d to

p.rfo~ ·what if" .x.rci.... Jut a "vbat if" .x.rci•• is

.X&ctly what is r.quir.d to atudy the impact on GNP-PI of

the introduction of SlAS 106. To calculat. the

diff.r.ntial iJlpact of SlAS 106, w. n••d to a.k~

happ.ns to the value of GNl-PI II SlAS 106 is introduc.d.·

Any !Conpais IIOcltl, .v.n a large - scale co...rsial

.cono..tric foreca.tina .-ode1 , would have to b. put through

a "what if" .x.rcia. to det.~in. the t.pact of SFAS 106.

'ni. criticisa of the Gocivins .-odel for b.ing u..d to

perfora ·what if" .x.rci••• i. unwarrant.d.

·USTA contends that the .-ode1 , whil. not b.ing us.ful for
for.cutinl ..cro.conoaic activity. can so_how b. us.d for
for.ca.tina the diff.r.nc.. in ..cro.conoaic activity
_"ndinl on a .hift in an .xol'nous variable (th.
_ltlpl1catlv, t.ra u.a.cI to acljWlt labor co.ts for the
SlAS·106 t..pasts. )4' [footnote not r.p.ated h.re] 'nib
distinction is artificial··if I _del cannot b. reli.d upon
to for.ca.t the interlctions within the .conollY I how cln It
b. utiliz.d to pr.dict the diff.r.nc.. due to so..
alt.ration to on. value within the aode11·
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'uponu . To appreciate the distinction that Mel .Iserts is

artificial, consider a siJlple example fro. outside the

real. of reculation or econo.ici. Suppo.e you are planning

to take a 500·.i1. trip by car and you are concerned about

how long the drive will tak.. Th. length of tiJH will

dep.nd on the w.ather, road constructions along the way.

traffic, accidents .long the way I vbech.r your car h.s

..chanical trouble, and so on. Ovina to the various

unpr.dictable factors, any for.ca.t of che duration of the

trIp ..y vell b. in error by an hour or ~re.

Now .uppo•• that in plannina your trip you vant to knov how

INCh driVing ti.. you can .av. by packing lunch to eat

vbil. driving. If lunch at a fa.t food re.taurant takes

about half an hour, you ••tiaat. that packing lunch .aves

about half an hour" This infot'Md l\1e.. can be lUde

without havina to (1) pr.dict the overall duration of a

trip that include••toppins for lunch; and (2) predict the

overall duration of a trip that doe. not include .topping

for lunch. You can avoid all of the c~licatins factors

involved in trying to predict the ov.rall duration of the

trip. The prediction of the .ffect on duration of stopping

for lunch ..y not be .xactly rilht. (Indeed if you pack

lunch rather than .top for lunch. you will n.ver know if

your prediction vu rilht.) Howev.r, the forecasc error of

the .ff.ct of stoppins for lunch is likely to be IIUch

...ller than the foreca.t .rror for the overall duration of

the trip"

Thh eXUlPle illustrate. that when e.tiaatins the effect on

a variable caus.d by a p.rticular .vent, it i. not

nec••••ry to for.ca.t the actual value of that variable.

The Gocivins .aclel calculate. the effact of SFAS 106 on

GNP·PI without havins" to foracut the actual level of

GNP· PI.
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AIiI Con~'A~lqg .
(:)age 10)

'''PODU .

~S.cond, Godwins offers no m.thodology to test the validity
of the macroeconomic mod.l's results ... If the model
p.rameters and equations do not adequately describe real
vorld data. then any predictions it gives are of little
valu•. ~

Th••• co_.nts rais. two s.parat. qu.stions: (1) do t,h.

model'. p.r... t.rs and .quations .dequat.ly describe real

vorld dat.? and (2) how can one t.st the v.Udity of the

~del'. r ••ult. about the i.,.ct of the ineroduction of

SFAS 1061 In anaw.r to the firse que.tion, ch. aodel' I k.y

par...t.rs do d••crib. r ••l world dat.. 'lb. inputs to the

~del consi.t of 6 n~ric.l p.r...t.rs. Two p.r...ters

....ur. the share of l.bor co.e in tot.l co.t, and the

b••• lin. v.lu•• of th.a. par...t.rs V'I" chosen to match

ch••ctual shar. of labor coat in tot.l co.t in ch. Unit.d

St.t.,. On. paruet.r ....ur•• the Ih.r. of priv.t. I.ctor

-.ployment cov.r.d by SFAS 106 b.n.fit., and ch. v.lu. of

thi. p.r...t.r v., cho••n to r.fl.ct the f.ct th.t of the

95.8 .illion priv.te I.e tor .~loy••" 30.7 .illion are

.11liblt to h.v. • portion of th.ir medical COlts in

retir...nt met by th.ir 'lIploy.r' s ..dic.l pl.n, subj.ct to

SFAS 106. A fourth p.r...t.r ....ur•• the p.rc.nt'I' by

which SFAS 106 dir.ctly incr..... the labor co.tI of

1IIP10y.ra that off.r post-retir••nt .dic.l b.n.fits. Th.

bas.line value for chi, p.r.-t.r v.s ba,.d on the

ISt.naiv••ctuarial study in ch. Goclvins R..port. A fifth

par...t.r is the val' .lasticity of labor supply, and a.

di.cuas.d on P'I' 30 of the Goclvina R..port, the value of

this .lasticity v.s b.s.d on a publish.d s~ry, by Mark

a. Killin.sworth. of the .xt.naiv••cono.tric lit.r.ture

on the .laseicity of labor 'Uf»ply. A sixth parueter, the

pric••l.sticity of deaand, vas not ba••d dir.ctly on a

.p.cific ••t of data or a Ip.cific s.t of .cono..tric

stwSie, . Hov.v.r. .cono..eric stwSie, of d.aand for

varioua 100ds t.nd to find pric••laseicltl" on the order

·25·
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of one, or ssaller. (For example, on page 16 of its report

.ub.itted in opposition to the direct c.... , ETI cite. a

price el.sticity of demand of 0.723 for interstate switched

.cees., in a study by J. Gatto et. a1. of AT&T.)

Experiment.tion with the model r.ve.led th.t (1) the

r ••ult. of the model .r. not very ••nsitive to the price

.la.ticity of deaand; .nd (2) hi&h.r value. of the price

.la.ticity of d...nd t.nd to incr•••• the c.lcul.ted illlp.ct

of SFAS 106 on GNp·PI. To JUArd alainst under.t.ting the

t.p.ct on GNP-PI of the introduction of SFAS 106, it 'I••

decided to uae • v.lue for thh p.r_ter that likely

ov.r.t.t•• the true v.lue, .0 . value of 1.5 'I•• ua.d in

the ba••line c•••.•••xpl.in.d on page 29 of the Godvina

Report.

The second que.tion. which coneerna t •• ting the IIOdel' s

re.ul t. .bout the t.pact of SFAS 106, 11 • conc.ptual

que.tion that would confront ADX IIOdel, not juat the

Godvine IIOdel, uaed to e.t1aate the t.pact of SFAS 106 on

GNP·PI. u AT&T points out on pale 10, -there is now.y to

independently verify by ob.ervation the true chanJe in

GNP· PI due to SFAS 106 even after SFAS 106 goe. into

.ffect.- Thi. quoted .entence 1. correct, but notic. th.t

thia .entence is independent of the choice of a IIOdel. M

explained in the May, 1992 Godvina ae.ponee to P.ralr.ph 16

of the FCC Order of Inve.tilation and. Suapension (p. 7), it

i. !8po•• ible to dir.ctly ob.erve the t.pact of SFAS 106 on

GlCP· PI • .ven .ft.r the f act , becauae we have no way to

directly ob.erv. what GNP· PI would Mye been in the ab.enc.

of SFAS 106. Thi. proble. 1. faced by predicted chan,••

b..ed on econo..tric IIOdel. •• well.. ehanle. ba••d on

quantitative cl...ical leneral equillbrlua lIOc14lll, .uch as

the one uaed in the Goctvine aeport.

-26·
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AT&T (p. 10) goe. on to point out that "standard economic

practice i. to perform test. whenever a model i. ba.ed on

e.timates to see how clo.ely the mo~el mirrors actual

daea. " For example, large-scale co...rcial econometric

foreca.ting model. are de.igned to forecast the values of

varioua macroeconomic variable.. Then the actual value. of

che.e variable. are co~ared to che value. foreca.ted by

che model. and the difference between che actual and

foreca.ted value. is called che forecut err~r,

Stati.tical properties of foreca.t error., .uch .. the root

..an .quare error or the ..an ab.olute foreca.t error, are

chen calculated. Although this .tatistical analy.is of

foreca.t. 1. co-.only applied to larle-.cale econo..tric

model., one should not be ai,led into thinking thae the.e

analy.es can teat the vaUdity of a model'. prediction

about a change 1n a ..croeconc.ic variable (.uch a.

GNP-PI), when .0.. a.pect of the .aciel is changed (.uch a.

che introduction of SFAS 106). Stati.tical properties of

forecast error. can be used to test the accuracy of

conditional foreca.ts l ?, but do not addre.. the que.tion of

che model's accuracy when predicting the .ffecta of a

change in the modal's input•.

Ve are faced wich a choice between a quantitative cla•• ical

leneral equllibrlua model of the .ort used in the Godwins

lel»Qrt and a larga - scale co_rcial econo..tric foreca.ting

.aciel. Neither type of model ha. been tested for the

validity of the predicted ..croecono.ic effect. re.ulting

froa the introduc t ion of SFAS 106. loth type. of IIOdeb

17 CoDditioui foncuu 111I ••'..... fu.l:ure val.. of varicuI iIIpUII to die ...., lad thus are
•CODditioaal· OD cta.e _"..et future valuea.
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-fit- their key parueters to real world data:

quantitative classical general equilibrium models base

thair parameters on independent econo.etric studies and/or

calibration of certain par... ters to aake the value. of

certain variable. match actual data; econom.tric models

estimate the value. of their parameters econometrically.

Which type of model .hould ve use1 'The Godvi~ Report

list. five deairable criteria for a .odel to be used to

study the impact of SFAS 106 on GNP-PI. The quantitative

cla.sical ceneral equilibri~ ~l in the Godvina Report

.atisfie. all five of the.e criteria, but a. explained in

the Kay, 1992 Godvi~ Re.ponse to Paracraph 16 of the FCC

Order of Investication and Suspension, tarce-scale

co...rcial econometric forecaatinc models rail to satilfy

at tealt two of the•• criteria.
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B. S.n,idyttJ

AT&T raised three questions about the sensitivity of the results.

AI'T Cont.ntion .
(Page 10)

I"ponll .

-Third, the validiey of the sacro.conomic model is further
call.d into qu•• tion b.eau•• of the gr.at ••nsitivity it
.xhibit. to ch.ng.s in a••umptions. For .x.-ple, altering
the b•••Un. "'Wlption of l.bor .l••dciey from zero to an
.1••ticity of 0.1 iner••••• the imp.ct on GNP-PI by more
than 400t (. 0.0642' iap.ct v•. the 0.0124' b... case
t..p.ct.) -

In judging wh.th.r the diff.renc. b.tw..n 0.0124' and

0.0642t i. larg., it i. iaport.nt to look at the sagnitud.s

involv.d. aoth of th••• nuab.r••r•• tiny fr.ction of 1

p.rc.nt. Tru., the l.rg.r of th••• two numbers i. 5 time•

•• l.rg••• the ...ll.r numb.r, but both of th••• numb.rs

.r•••••nti.lly z.ro, and five ti... z.ro i ••till z.ro.

To ••• th.t th.r. i. no ••••ntl.1 dlff.r.nc., suppo•• th.t

ln the .b••nc. of SFAS 106, GNP-PI would h.v•• v.lu. of

125.0. A 0.0124' lncr.... would re.ult in • GNP-PI of

125.0155, wh.re••• 0.0642' incr•••• would re.ult in a

GNP-PI of 125.0802. GNP-PI i. only r.port.d to on. decim.l

pl.c., .0 the .11'I.d -gr••t ••naltlvlty- amount. to the

diff.renc. b.tw••n 125.0 and 125.1 for GNP -PI. Rath.r th.n

looking unat.bl., the r ••ult••pp••r r ...rkibly robust to

thi. chang. ln p.ramet.r v.lu•.

Inat••d of focusinl on the ••nsitiviey of the GNP-PI

.ff.ct. one ai&ht w.nt to focua on the p.rc.nt.g. of

additional SFAS 106 co.t. -to b...t fro. oth.r .ourc•• 

r.port.d ln col~ h••ded (c) ln the ••naitivlty .naly.is

on p.g. 41 of the Godvlna R.port. This nUllb.r is the

-botto. Un.- nUllb.r.. u .hown on P'I' 41, in the b•••11n.

c.... the portion of .dditional SFAS 106 co.t. to b. m.t

froa oth.r .ourc•• is 84.8'; incr••• lna the l.bor supply
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AT&T Cont.ntiQn .
(Page 11)

'uponll -

elasticity to 0.1 reduces this number to 84.1\. Again, the

r ••ults are remarkably robust.

"Mor.over, Godwin.' analysis looks at changes in parameter
values on a ·on. at & tim.' basi. (p. 38)."

S.ction IV of the Godvlns R.port i. d.vot.d entirely to

••~itivlty analysi., and it pr•••nts evo tabl.s of results

(pag. 39 and pag. 41). Th. table on pag. 39 focuses only

on the ••~itivity of GNP·PI to chang.. in par••ter

valu•• , and .xamin.s th••• chang•• in par...t.r valu•• on.

at a tt... How.ver. the table on pag. 41, which s~rizes

the ••~itivity analy.i. for the ov.rall re.ults, do•• ~

look at par...t.r chang•• on. at a tt...

Why do•• the table on pal' 39 focua on chang.. in paraaettr

value. on. a tt.e7 It va. r.cogniz.d at the outset th.t

th.r. ar. 648 po•• ibl. coabinatio~ of par...t.r values,

Rath.r than grind through all of th••• coab inat ions , it was

decided to first .xaain. the .ff.cts of chang.s in

par...t.r valu.. on. at a tt.. to l.arn which param.ters

have the larg.st impact on GNP·PI. As shown on pag. 39,

the dir.ctiapact on labor co.t. in s.ctor 2 and the labor

.upply .lasticity ar. the two par...t.rs for which GNP·PI

exhibit. the mo.t s.nsitivity. Th.n, having learned that

GRP·PI exhibits the great•• t s,~itivity to th,., evo

par...t,ra. the s.nsitivity analysis for the overall

r.sults on pal' 41 .xamin,. all coabinations of th.s. evo

par_t,r•.

1a Iacludiq .. bn'i. valu.... 00dwiIII~ ."mi....:
2 vl1u. of.. price tlIaI*icy of ....."';
3 vl1u. of labor ill rotal COlI. ISCIOr 1;
3 vl1u. of labor ill rotal COIl. IKfDr 2;
3 vl1u. of~ of labor employed ill -=tor 2:
3 valu. of dirwcc lJIII*I oe labor COllI ill -=tor 2:
.. valu. of labor IUpply eluticicy

11IUl. tbere ue 2 I 3 I 3 I 3 I 3 I .. • 641 c:ombiDatiaaa of pInIDICeI' valu..

-30-
r~win.~ _



At't Conc.ncion 
(Pages 12-13)

It still does not s••• to b. worthwhile to grind through

all 648 combinations, but, in r,spon5' to AT&T's coma.nt,

additional sensitivity analysis v.s performed to explore

p.r...t.r valu.s that l.ad to low valu.s of the p.rc.ntage

of additional SFAS l06 cost. to b••• t fro. other sources

(which is 84.8' in the b•••lin. e••• ). Th. additional

s.nsitivity analysis w•• p.rfo~d •• follows: Four of the

p.raaet.rs w.r. ..ch s.t at the v.lue th.t l.d to the

l.rg•• t incr•••• in GNP-PI wh.n the p.raaet.rs w.r. varied

ODl .t • tia.. (Prie••l •• ticiey of daaand - 3.0; sh.r. of

labor coats in tot.l coat, s.ctor 1 - 0.78; sh.r. of l.bor

eo.t. in tot.l cost, s.ctor 2 - 0.78; initi.l fr.ction of

l.bor .aploy.d in s.c tor 2 - 0.4.) Whil. th.s. four

p.r...ters v.rt set .t v.lu.s that individually contribut.d

to the l.rc•• t iap.ct on GNP-PI, ••ch of the four v.lues of

the l.bor supply .la.ticity w•••xaain.d in eollbination

with ••ch of the thr•• v.lue. of the dir.ct iap.ct on l.bor

co.ts in s.ctor 2. Th. r••ult. of this .dditional

s.n.itivity analysi••r. r.port.d in App.ndix C. Notice

th.t the low.st v.lue obt.in.d for the p.rc.nt.g. of

.dditional SFAS 106 eo.ts to b...t fro. oth.r soure•• is

60. It. This nuab.r w•• obt.in.d by collbining unlik.ly and

.xtr... v.lu•• of .11 6 p.r...t.r.. Th. chane. th.t all 6

of th... p.raaet.r. sL.ultan.oualy take on such .xtr•••

v.lue. is ••••nti.lly n.gligibl.. Wh.r••• the findinc in

the Godvins R.port th.t 84.8' of .dditional SFAS 106 costs

DI.d to b. ..t fro. oth.r sourc.a ahould b. r.c.rdad as a

cOD8.rvativ••ati..t., the 60.1' fisur' should b. r.c.rd.d

.. an unr••liatic.lly low uncltr.att.&te of the AIIOunt

r.quiring r.cov.ry fro. oth.r sourc••.

"ltc.ua. the SFAS 106 .ccrual is iDb.r.ntly iapr.cis. .nd
••••ur...nt of its iap.ct on the .conollY is .xtr••• ly
difficult to ••sess, 1t 1. not po••ibl. to pr.dict the full
.xtent th.t SFAS 106 vill .ff.ct pric.s in the .cono.y
g.n.r.lly (•• both Godwina .nd NERA .tt'lIpt to do). *"
[footnote o.ittedl
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!UPOD" . The Godwins Report expl1ci tly recognizes that there are

uncertainties a.sociated with the calculation of the

effects of the introduction of SFAS 106, and deals with

these uncertainties in two ways: (1) whenever a decision

nee~ to be made about the numerical value of so.e data or

par..eter, the Godwin. Report always atte~ts to err on the

.ide of overstatins the impact on GNP-PI of the

introduction of SFAS 106. In the ..croeconoaic analysis.

thi. conaervative approach i. repre.ented by the choice of

baseline value. of the price ela.ticley of demand and the

labor supply elasticity that are likely to be higher than

the true value. of the.e par...ters. a. explained on pese.

29 and 30, respectively. of the Godvins Report. (In the

actuarial analy.i.. this .... conservative approach is

noted in footnote 4 on pale 16 of this Report.) This

conservative approach lenda additional support to the

findinl that SFAS 106 will have a tiny effect on GNP-PI.

becau.e even the s..l1 effect predicted by Godvina is

probably an over.tate.ent of the true effect. (2)

Recognizinl the uncertainty a••ociated with the data and

par...ters. Godwina devoted an entire section of its report

(Secdon IV) to sensitivity analysis. Alain, the

.ensitiviey analy.is lenda additional support to the

conclu.ion that the introduction of SFAS 106 ha. only a

tiny effect on GNP·PI
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C. p.tail' of Specification of the Macroeconomic Model

Mer raised three questions concerning the det.i1ed specification of the model.

lICI Contention
(P.ge 32)

luponSl -

MCI CODtln;lop 
(Page 33)

'''PODSI .

Met asserts th.t the USTA model assumes among other things
·perf.ct substitut.bility of c.pit.l and labor.-

This ••••rtion is pl.in wrong. Th••o.t co.-on mea.ure of

the sub.titutability of capital and labor i. the ela.ticity

of .ub.titution b.tw••n capital ancl labor. ·perfect

sub.titutability· describ.. the .ituation in which the

value of this el•• ticity of .ub.titution i. infinit.. In

the USTA model. the value of this .la.ticity of

sub.titution is .qual to on., rather than infinity l as

L.plied by Met's ••••rtion.

Mel state. (corr.ctly) that the mod.l ·ha. no international
s.ctor.·

Every .conomic model is a daplif1cation of reality. "...

practical ..tt.r. a uaabl. modal au.t ignore ..ny ••pects

of reality. The skill in building a good model rests in

including tho••••p.ct. of r.ality that are quantit.tiv.ly

1aportant for ch. i.auta b.inl .tudi.d. .nd in ignoring

thoa. ..p.cts of reality that ar. leIS quantit.tively

1aportant for the is.uta b.ing .tudi.d. D••pit••11 the

att.ntion that int.rnational trade and for.ign c08petition

r.c.iv. in the pr.... it au.t b. r ...aber.d thac

int.rnational trade ia a ...11 part of U.S. GNP. In 1991.

n.t .xport. v.re .qual to O. 5t of GNP in the U. S. (net

exporta v.r. n.gativ, ••0 it i. the "anitud., or ab.olute

valu., of n.t .xports that va. 0.5t of GNP). Even looking

at gro.. trade flov. rath.r than the n.t flov, illports

account.d for only 10.9' of GNP. and .xport. accounted for
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XCI Contention 
(Page 33)

' ..pon.. -

only 10.4' of GNP in 1991. Th~, the inclusion of an

international sector did not seem important to study the

impact of SFAS 106, and there is nothing convincing in the

Mel statement that would lead to revising this judgment

-Finally, although the model is attempting to review a
dynamic phenomenon, the structure of the model is static In
fot'1a. -

Rather than being a weakne•• , the static nature of the

model i. a virtue. There i. quite a bit of disagreement

.-ang ..croeconomists about the short-run dynaaic behavior

of the macroeconomy, and indeed economists seem to have a

lot of trouble predicting short-run dynamic behavior, such

a. turning points in the buaine.. cycle. aecauae the

prediction of short-run macroeconomic behavior is so

difficult, it was decided to avoid this ta.k, and instead

to analyze the ultiaate effect. of SFAS 106 when the

economy reaches a new equilibriua. A static model, which

simply avoids difficult short-run dynamics, is appropriate

for analyZing the ultiaate effect. of the introduction of

SFAS 106. ~ stated in the Godvins 'eport (p. 26), -The

model is best viewed a. a long-run model that fully

incorporates the effects of SFAS 106. - An additional

advantace of focusing on the -long-run- or full effect of

SrAS 106 is that it probably overstates the short-run

t.pact on GNP-PI of the introduction of SFAS 106 because,

owing to various lags in the economy's adjustment process,

sbore-run effects are generally s...ner than long- run

effects. This likely overstate..nt of tbe i~act of SFAS

106 is consistent with tbe conservative approach of the

Godvins 'eport, which is to guard against understating the

i~act on GNP-PI of SFAS 106.
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D. B"pgo" to C0mltnt, of Indeplndent M4C;oeconoai,t on thl Xodel
Ind it. ",ulU

The statement below repres.nts the entire commentary on the macroeconomic model

by an independent economist engaged by Mel.

XCI (Orilln) 

(Pages 8-9)

Bupon" -

-Th. USTA study also present. a macro.conomic model to
••Ullat. the effect of SFAS 106 on the GNP Price Index
(GNP·PI) to ••• what fraction of coat. will b. recovered
via the increa•• in GNP-Pl. Th. IIacro.conomic model is
th.oretic.lly correct, but • v.ry hl&hly .t.plif1ed and
abatr.ct model of the U.S .•cono-r. For .x.-ple, th.re are
••aWlld to b. only two .ur.gat. f.cton of prOduction,
totll capit.l .nd tot.l l.bor, and the whole economy i •
••aWMd to b. p.rf.ctly co~.tltiv.. K.nc., the true
.ff.ct of SFAS 106 on the GNP·PI may b. sicnific.nt.ly
diff.rent (in ••t.ti.tic.l ••na., thoueh prob.bly not in
order of IIacnitude) than the figure of 0.0124' that is
pr•••nt.d. Th. true .ff.ct on the .v.r.g. w.g. rlt. in the
.conomy may .lso b. v.ry diff.r.nt than wh.t the v.ry
simple macro.conomic model pr.dicta, both in t.1"1U of
stati.tic.l signific.nce .nd in t.1"1U of order of
IIacnitude. •

Thi••tat.m.nt i. cl••rly .nd car.fully written by Allan

Draz.n, • v.ll-r••p.ct.d .conomi.t. Th. rellar~ below are

pr•••nt.d to h.lp non·.conomist. int.rpret .om. of the

.conomic j.rgon ua.d by Draz.n.

Draz.n'. • •••rtion that the -macroeconomic mod.1 is

theor.tically corr.ct- should b. r.sard.d •• pr.i•• , sine.

thi. judpent co.... from. macro.conom1st who ha. published

many of hi. own th.or.tic.l model.. To.n .conomist, the

.tat...nt that the model i. th.or.tically corr.ct indic.tes

that the ba.ic economic. und.rlyins the model is sound, and

that the math.matical fOr1lUl.tion of the IIOdel is an

.ppropri.t. formalization of the .conomic•.

Althoueh Draz.n c.rtifi.a the model.. th.oretic.lly

corr.ct, h. points out th.t it is -v.ry highly si~lified

and .b.tr.ct,· Whether ·v.ry hiehly simplifi.d .nd
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abstract- is a virtue or a vic. depen~ on the benefits and

drawbacks associated with simplification and abstraction.

In this case, simplification and abstraction has the

benefit of allowing the 110de 1 to be a tractable

r.presentation of the laportant econo..ic phenomena

a••ociated with an incr.a.e in labor co.ts, such as that

a••ociat.d with the introductlon of SFAS 106. In addition

to proaoting tractability, the s1aplific.tion avoids the

po.sibillty th.t irr.l.vant co~lic.tlona so..ehow

contaminate the .ad.l'. r ••ult•.

Draz.n's .t.t••ent focu.e. on the drawb.cu of

s1aplification and .b.traction in this c.... Aa vill be

.xplained below, a careful re.dinl of Drazen's It.t...nt

indicaees th.t he think. th.t, despite the simplification

and abstraction, the Godvina aodel produc.d ....nti.lly the

right anawer for the eff.ct on GNp· PI , but he hal 10..

doubt about the effect on the v.le rat•.

'nl. k.y to underst.ndinl Draz.n'. st.te..nt 11•• in the

p.r.nthetic.l stat....nt in the quote -may be signific.ntly

different (in a st.tistical Sena., though probably not in

order of magnitude) -.. Econo.isu oft.n distinr;uish b.tween

cwo concept. of significanc.: st.tiltical signific.nce vs .

• cono.ic significanc.. For inat.nc•• the true effect of

soaethinl is s.id to be st.tistic.lly signific.ntly

diff.r.nt fro. the e.tiaat.d eff.ct if econo..tric and/or

.t.tistic.l analysel indic.te that v. c.n h.v. a high

delre. of confidence (u.~lly 95' confidence) that the true

.ff.ct 11 diff.rent fro. the eltimated eff.ct. It is

po•• ibl. that the .stiaat.d .ff.ct is v.ry clos. to the

true .ff.ct, and y.t st.tiltic.l anel/or .cono..tric INthods

may detect a st.tiltically lignificant diff.r.nc.; in this

c•••• econo.ilts would d.scrib. the diff.r.nce a.
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statistically

significant.

significant, but not economically

Drazen's Itatement indicates that the true effect of SFAS

106 on GNP-PI aay be statistically significantly different

.• but not economically significantly different .. from the

effect estimated by the Godvina model. He state. that the

true effect on GNp·PI is probably not different, in order

of aagnitude, from the 0.0124' effect e.ti.-ted by Go~wins.

That 11, the order of aagnieude of the Godvina estilUte is

tiny, and Drazen doe. not dlapute the Undinl of a tiny

effect on GNP-P!

'The calculated effect of SFAS 106 on the wale rate is

alllOst two orders of aagnitude 1arler than the calculated

effect on GNP·PI, and Drazen sUlle.ts that the true effect

on the wale rate aay differ fro. the calculated effect,

both in te~ of statistical .ignificance, and in te~ of

orcSar of ugnitude. However, he doe. not indicate whether

the effect calculated by Godvina i. likely to be too large

or too s..ll.

To s~r1ze, Drazen' s re..ru about the aacroeconomic

re.ult. of the Godvina Report serve a • .uch to bol.ter the

re.ult. .. to challenle the.. Drazen pronounce. the

aacroeconomlc IIOdel to be theoretically correct and he

note., but doe. not chaUenle, the findins of a tiny illPac t

on GNP· Pl. Finally, he doe. not indicate whether his

doubta about the effecta on the wale rate would lead hia to

expect a 1arser or a s..ller effect than is found in the

Godvins Report.
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